Rural Financial maturity, collateral, and purpose. As a result, overall
Market Performance averages can mask significant disparities among indi-
vidual borrowers and communities.

Two major commercial lenders on which Congress
requested information—the commercial banking sys- Cost of Rural and Urban Credit
tem and the Farm Credit System—are in sound finan- _ _ _ .
cial shape and have access to an ample supply of loarince relatively little hard evidence exists on rural bor-
able funds to meet the commercial credit needs of quaoWer access to credit, measures of credit market per-
ified rural borrowers. But not all creditworthy borrow- formance rely heavily on comparisons of the cost of
ers have equal access to these two types of institution§'€dit. However, comparing simple averages of inter-
Furthermore, local financial market conditions can est rates on rural and urban loans can be misleading for
affect the willingness of these and other lenders to allg® Number of reasons (see box). The interest rate com-
cate credit efficiently. As discussed in the previous ~ Parisons presented in appendix B, and in the literature
section, rural communities typically have far fewer cited here, attempt to adjust for some of the factors that
lenders than urban communities, and financial market ¢an distort such comparisons, but sufficient information
segmentation further reduces competition among existSIMPly i not available to precisely measure the risk-
ing lenders. As a result, it seems likely that some bor-adjusted cost of credit in either rural or urban markets.
rowers in some communities may face higher credit AS @ result, the evidence presented here is merely sug-
costs or credit availability constraints unrelated to theirgestive of the relative performance of rural and urban
creditworthiness. credit markets.

But are broad classes of rural borrowers seriously dis- 1€ fact that bank deposits (the most widely used mea-
advantaged in their access to competitively priced crecure of bank market concentration) are far more con-
it? The Congressional mandate for this study requesté&gntrated in typical rural than in urban financial mar-
a report on credit market conditions in rural areas for Kets suggests that inefficient market behavior is more
agriculture, housing, and rural development. Each of €asily perpetuated in rural settings, but it is not proof
these sectors faces a different set of potential lenders that rural credit markets are inefficient. However, if
and, therefore, could have very different credit market 2verage risk-adjusted effective interest rates on rural
experiences. Appendix B contains detailed analyses dPans are significantly higher than they are on similar
financial market conditions and performance facing ~ urban loans, that would provide strong evidence that
each of these sectors, with the rural business sector Widespread rural credit market problems e3st.
considered separately from other development financeAppendix B includes comparisons of average interest
This chapter summarizes the research and statistical rates on rural and urban SBA Section 7(a) guaranteed

evidence on the performance of rural financial marketssmall business loans and home mortgages originated
with respect to these economic sectors. during 1995, controlling for as many cost-related fac-

o , tors as the data support. In neither case did average
In general, limited evidence precludes strong conclu- jnterest rates differ greatly. SBA-guaranteed small
sions about rural financial market performance. business loans appear to be slightly less expensive in
Sufficient information is not available to gauge whethet,, 5| than in urban areas. While this result is some-
credit is as readily available in rural as in urban mar- \yn4¢ surprising, it may be a function of the way the
kets, but comparisons of average interest rates paid bysaction 7(a) program is used by rural and urban
rural and urban borrowers suggest that differences in onders. Earlier research based on the Federal Reserve
borrowing costs are minor. On average, rural borrow- goarg's National Survey of Small Business Finance
ers who successfully obtain credit generally pay inter- t5nd ryral and urban interest rates virtually identical
est rates comparable to those paid by urban borrowergg, similar types of loans, with few significant differ-
based on the limited data available to support such  gnces in loan terms apparent on the typical rural and
comparisons. Nonetheless, financial markets serving ,rpan small business loan. In addition, preliminary
agriculture and rural housing, business, and communit

develgpment are Segmented by geographlc |0C3.t|0n, 16 Minor differences in risk-adjusted interest rates are possible even in effi-
loan riskiness, and loan terms mcludlng Size, term to cient markets because of variations in loan transaction costs.
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analysis of a 1995 survey of the National Federation ofAvailable data on agricultural loans excluded geograph-
Independent Business membership found that rural ic identifiers, so a rural-urban comparison was not pos-
business firms were more concerned with credit avail- sible, and no recent data were available on community
ability than they were about its cost. Rural respondentdevelopment financing. However, 1980’s research
generally thought their primary financial institution comparing the borrowing costs of rural and urban gov-
was a reliable source of credit. ernments found no appreciable difference in interest
rates paid on tax-exempt bonds when cost-related fac-
tors, such as bond rating and issue size, were accounted
for (Sullivan, 1983; Palumbo and Sacks, 1987). A lack
of data precludes much discussion about equity financ-

When interest rates on home mortgages were com-
pared, most types of home mortgages were slightly
more expensive in rural areas in 1995. However, dis-

parities were typically small and consistent with the ing for new businesses, but anecdotal evidence sug-

greater cost of doing business in sparsely populated gests that markets serving high-risk ventures may be

areas. Nonetheless, a surprising number of rural hous: . . L S
. » & surp 9 : ss developed in rural areas. While equity financing is
ing loans had unconventional terms that are associate i

; . ) . ifficult to arrange for any risky venture, the informal
with higher interest rates. Further research is needed g y Tisky

determine if these patterns indicate market imperfec- Rature of startup capital markets and the premium
) patte! . P placed on having a pool of managerial and technical
tions or merely reflect differences in borrower prefer-

expertise available to support the entrepreneur/project
ences. : . . .
director both suggest that risk capital may be easier to
arrange within urban settings.
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The most recent data, and existing research on rural- « a small number of lenders in many local markets;
urban borrowing costs, fail to provide clear evidence and

that widespread rural credit market problems exist.
While the evidence is far from conclusive, it appears
that, in general, successful borrowers of rural housing,
business, and community development credit are rea- These factors may allow lenders in many markets to
sonably well served by their financial markets. While earn above-normal profits or to operate less efficiently
encouraging, it is important to note that this study barethan they would otherwise in competitive markets

ly scratches the surface of rural financial market perfortRhoades, 1995). Numerous empirical studies have
mance. Little is known about the market for risk capi- found a relationship between measures of bank market
tal for startup ventures in rural communities. And no concentration and interest rates, profits, and inefficien-
systematic attempt has been made here to examine they, but research on rural financial markets is rare. In a
economic performance of financial markets in individ- recent study of inefficient bank operations in less com-
ual communities or for specific classes of borrowers petitive markets, Berger and Hannan (1994) estimate

* barriers to entry by other lenders and high costs of
entry and exit by lenders and borrowers.

within each economic sector. that the economywide losses are relatively minor.
Furthermore, many of these losses can be attributable

Variation in Rural Financial Market to lower than normal interest rates on deposits rather

Performance than higher than normal interest rates on loans.

Nonetheless, bank market inefficiencies are potentiall
The structure (.Jf Federal and State programs, GSE. Chas,rérious for marginal borrowers relying on nor?competi}/
ters, and banking laws has encouraged segmentation R e financial markets
agricultural, housing, and business loan markets. For '

example, struggling and low-resource farms are servedin an earlier study of small business loan rates among
through Federal and State direct and guaranteed loan urban markets, Hannan (1991) found that interest rates
programs, part-time farmers primarily through com-  on loans below $100,000 were sensitive to local finan-
mercial banks, and large commercial farms through theial market conditions, while rates on larger loans were
FCS and insurance companies. A similar stratificationnot. During periods of stable or falling interest rates,
and segmentation occurs in housing and business crediinall business loans made in concentrated banking
markets. Various barriers and competitive advantagesinarkets carried significantly higher rates. Hannan sur-
including subsidies, capitalization rules, location of  mised that no difference in rates was found when gen-
lending offices, and organizational structures, sustain eral interest rates were rising because highly competi-
this segmentation. Segmentatjper seis not neces- tive markets adjusted loan rates faster than less com-
sarily a problem if each market segment is competitivepetitive markets, temporarily reducing or eliminating
However, in sparsely populated rural economies, finanthe gap that exists when interest rates are stable.

cial market segmentation can support noncompetitive Hannan'’s results reinforce the claim that financial mar-
pricing and lending behavior which can retard the eco-kets are not fixed; they vary in size and composition
nomic development of affected groups and communi- depending on loan size and a host of other factors.
ties. Further study is required to assess uniformity of And while the results of urban studies are not always
credit access among rural communities and among difdirectly transferable to rural settings, it seems likely
ferent classes of borrowers. that rural market performance also varies from commu-

: o , ., hity to community, and from borrower to borrower.
A substantial body of research indicates that financial y y

market imperfections exist throughout the economy. In a case study of rural financial markets in the
The following characteristics of retail banking markets Midwest, Shaffer and Pulver (1990) found most busi-
are conducive to financial market imperfections: nesses were well served, but evidence of sporadic prob-

. , lems did exist. For example:
» many relatively uninformed borrowers;

» small businesses in areas served exclusively by

. ial i i nd transaction ts for . .
substantial information and transactions costs fo large banks experienced more loan denials than

both borrowers and lenders;
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Table 5—Population size and urbanization
Many rural Americans have access to urban financial markets.

Average Share of population Share of national--

Residence population Area National Employment Income

Thousand e Percent-----

Metropolitan county 250.3 100.0 79.6 80.8 84.1
Large MSAl 418.0 62.1 495 50.5 55.7
Small MSA2 151.0 37.9 30.2 130.3 28.4

Nonmetropolitan county 23.2 100.0 204 19.2 15.9
Adjacent to an MSA 29.6 55.4 11.3 10.7 8.8

Adjacent to a large MSAl 34.6 12.0 2.4 2.4 1.9
Adjacent to a small MSA2 28.5 43.4 8.8 8.3 6.9
Nonadjacent to an MSA 18.3 44.6 9.1 8.5 7.1
With city of 10,000+ 44.4 19.1 3.9 3.8 3.2
With city of 2,500-9,999 18.1 18.2 3.7 34 2.8
Totally rural 7.3 7.2 15 1.3 1.1

1 A metropolitan statistical area with a population of 1 million or more.
2 A metropolitan statistical area with a population of less than 1 million.

Source: Calculated by ERS using 1995 population data from the Bureau of the Census, 1995 employment data from the Bureau of Labor
Statistics, and 1994 personal income data from the Bureau of Economic Analysis.

expected, as did larger businesses in areas serveéinancial market problems are most likely to affect
exclusively by small banks; and borrowers located in small, isolated communities who
are highly dependent upon local lenders for their credit
needs. Marginally creditworthy institutions, firms, and
Rouseholds—those whose loans may have trouble qual-
ifying for secondary markets when such markets
Shaffer and Pulver concluded that bankers were not exist—and small entities needing relatively small loans
using the existing market mechanisms in place to dealare likely to rely heavily on local lenders. Nearly 45
with these lender/borrower mismatches, perhaps percent of the rural population resides in counties that
because of the lack of competitive pressure. are not adjacent to metropolitan areas (table 5). The

) ) ) , ) ) more isolated their communities are from competitive
Even in markets with active GSE’s, local financial maryy,,ving markets, the more likely local lenders will feel
k_et impacts per5|st.. In an analysis of interest rates ONfree of competitive pressure to operate efficiently.
fixed-rate, conventional home mortgages, Rhoades 1,y many rural borrowers and communities are likely
(1992) found evidence that homebuyers in cities wWith , e affected remains an open question. But there are
more concentrated banking markets paid higher interegt,iis 1o how inefficient credit market allocations can
rates. In one of the few studies W|th a significant rural become, even in the most remote one-bank town.
sample, Sullivan (1993) found that interest rateés on - Nontraditional lenders and other financial institutions

USDA-guaranteed farm loans rose with local bank 5.6 41ways ready to move into market niches, particu-

market concentration. However, in both of these stud-j5y it the potential for above-average profits substan-
ies, the interest rate differentials were modést. tially outweighs the costs of market entry.

* businesses in the economy’s dominant industry
experienced more loan denials than other firms, a
did “nontraditional” firms.

Cost of Agricultural Credit

17 For example, the interest rate saving on guaranteed farm loans would _ _
have amounted to only 8 to 17 basis points (in 1988 when rates were in ~ The Congressional mandate for this study also request-

excess of 11 percent) if bank market concentration in the typical rural counaq information on differences in the cost of credit from
ty were to decline to the urban average (Sullivan, 1993). . . .
commercial banks and various FCS lenders, controlling
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for such loan characteristics as risk and maturity. To reversed with bank rates on non-real-estate debt once
shed light on this issue, the trend in average interest again rising relative to FCS rates.

rates charged by each of these two groups of lenders . . .

was first a%alyzgd to determine howgstabpl)e the relationl-3ank and FCS _mterest rates in 1996ommercial

ship was between 1977 and 1995. Then loan-level da éandk a_”d FCS mterest;[ f?‘teg?ta onhnew Larmlloans
on farm loans made in 1995 by commercial banks andade in 1995 were obtaine rom the I_:e' eral Reserve
FCS lenders were compared for similar types of Ioans.SyStem and from the Farm Credit Administration,

(For a detailed description of the data and analysis Serespectively. Only loans with similar characteristics
“Cost of Agricultural Credit” in appendix B of this ' %at were sufficiently represented in both data sets were

compared. To standardize the data as much as possi-
report.) . . .

ble, three different maturity groups and up to three dif-
Bank and FCS interest rate trendgvhile many ferent size classes for variable- and fixed-rate non-real-
caveats apply to any comparison of interest rates acrosstate loans are reported for each quarter of 1995 (see
lenders, the relative interest rates charged by commerappendix table B-1). Given the lack of information on
cial banks and FCS institutions have changed considenoninterest fees, other common loan requirements, and
ably over time; observations at a particular point in  borrower creditworthiness, combined with other dis-
time may no longer apply as market conditions changecrepancies between these two sources of data, no eco-
In the early 1980's, a period of high and volatile inter- nomic importance can be attributed to the relatively
est rates, bank rates were high relative to FCS Htes. small differences that exist in average contractual inter-
During this period, the FCS used average cost pricing €st rates charged on bank and FCS loans. While we
to hold down its interest rates, rapidly increasing its ~ can neither prove nor disprove that the cost of borrow-
market share of farm debt relative to commercial ing systematically differed between the FCS and the
banks. This pricing advantage eroded when economybanking industry in 1995, the data suggest that, as
wide interest rates fell, lowering the banking industry’s competitors, these two groups of lenders offered rough-
cost of funds faster than the average yield on FCS ly equivalent rates and terms in that year.
securities could fall. As a result, the commercial bank-
ing industry’s share of farm debt held by these two  Conclusion
groups of lenders began to rise sharply. The System
now pursues a marginal cost pricing policy, making its
loan pricing more consistent with standard banking
practices.

From a rural development policy perspective, the key
guestions facing policymakers concerned with the per-
formance of rural financial markets are:

» whether the equilibrium price for credit (i.e., the
risk-adjusted, effective interest rate at which sup-
ply equals demand) is significantly different in
rural and urban financial markets;

FCS interest rates remained relatively high following
the farm financial crisis as the System rebuilt capital
and capitalized a new insurance fund. It also had high
administrative and servicing costs, in part because of
its many delinquent farm loans. The competitiveness  « whether rural lenders can respond in a timely fash-
of commercial bank interest rates was further aided in ion to changes in the level of legitimate loan
the early 1990’s when the Federal Reserve lowered requests by creditworthy borrowers; and
short-term interest rates to combat a recession. This
monetary policy greatly lowered the cost of bank
deposits, their primary source of loanable funds. From
1991 through 1994, bank non-real-estate interest ratesthis study has reviewed research and the most recent
were lower than FCS rates. In 1995, this pattern was data available on lender finances, bank market struc-
ture, and the cost of credit in rural areas for agriculture,
housing, small business, and community development

18 However, the effective difference between FCS and bank interest rates IN an attempt to shed light on these questions.
was more overstated prior to 1985 since FCS institutions typically applied a o . o )
5 to 10 percent stock purchase requirement then, as opposed to a 2 to 5 pBased on the limited data available for similar loans in

cent requirement in the 1990's. urban and rural areas, the cost of credit appears to be

» whether rural financial markets are sufficiently
competitive to allocate credit efficiently.
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comparable; that is, no evidence was found that rural sporadic problems in conventional credit markets,
borrowers pay appreciably higher interest rates than including those arising when the size of lenders and
urban borrowers, on average. The differences that  borrowers is mismatched.

were found were small and, in the case of conventiona.l_

home mortgages, consistent with the presumed higher rhz_(t:onnclgsm? :h?tlfxlrin?al rrnarke:ls slre selrlv_lng the
costs of servicing sparsely populated settings. credit heeds ot rura erica reasonably well IS sup-

ported by trends in rural population growth. After suf-
Further, the commercial banking system, the Farm  fering widespread population declines throughout the

Credit System, and other lenders active in rural 1980's, rural America has been experiencing a popula-
America generally have sufficient deposits and accesstion turnaround thus far in the 1990's. Rural counties
to money markets and other sources of funds to adjacent to large metropolitan areas averaged faster

respond quickly to changes in demand for credit from population growth during 1990-95 than did urban
creditworthy borrowers. Credit demanded by those areas. Even nonadjacent, totally rural counties have
who fail to qualify for commercial credit because of  grown, on average, instead of declining as they did in
legitimate creditworthiness concerns is irrelevant for the 1980's. Thus, an assessment of rural financial mar-

these and other commercial lend&sWhile data on ~ kets should not be based on the premise that insur-
unfunded (denied) loan applications is not generally mountable barriers to economic growth exist—such as
available, responses to surveys of small businesses the cost or availability of credit. While rural areas may
indicate general satisfaction with rural financial institu- have disadvantages because of their remoteness, small
tions as reliable sources of credit. size, and dispersed populations, these characteristics

. _ _ also have their advantages.
Finally, more research is needed concerning the com-

petitiveness of rural financial markets, for there is con-Rural communities (and segments of the economy
cern that some financial markets serving specific com-within rural communities) face differing circumstances,
munities, borrowers, and classes of credit are ineffi- however. For example, although population and eco-
cient. Concern exists because few lenders serve mosnomic activity are increasing in most rural counties,
rural areas and rural units are segmented by geographyany counties in the Upper Great Plains continue to
collateral, purpose, term to maturity, risk class, and  lose population and may pose special problems for
other factors. Thus, borrowers most dependent on  financial institutions as property values stagnate and
local lenders may face highly concentrated markets. collateral loses its value (fig. 6). Rural economies
Such market conditions may result in higher prevailinggrow or decline based on their ability to compete
interest rates or, more troubling, fewer creditworthy  regionally, nationally, and increasingly, globally.

loans being made. However, market forces limit the Financial markets can affect rural competitiveness, but

size of such impacts, since new or nontraditional so can a host of other factors, such as the educational
lenders invariably respond to attractive market opportuand skill levels of the rural workforce, the cost of get-
nities. ting to markets, the availability of nonfinancial busi-

ness and personal services, and government regulations
affecting such things as land use and worker-manage-
ment relations. Federal policies aimed at increasing the
flow of credit to stagnating rural economies will not

spur development if other barriers to growth are not
addressed as well.

In sum, no evidence of widespread or economically

important market failures or imperfections has been

found. Concerns remain that the structure of many

rural financial markets may enable inefficient or non-
competitive practices that could slow growth in rural
areas. In addition, researchers have documented

19 supsidized government credit programs administered by USDA and
other Federal agencies provide credit assistance to those unable to qualify
for commercial credit. But since demand for subsidized credit will always
exceed its supply (resulting in nonmarket mechanisms being used to allo-
cate available loan funds), satisfaction of demand is not relevant for these
programs either. Their success depends on their ability to cost-effectively
meet program goals and objectives.
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Figure 6

Rural population change, 1990-95
Rural growth is common in recreational areas and retirement destinations.

Rapid growth (5.6% or above) .»
Modest growth (below 5.6%)

]
[]
. Declining
[]

Metro counties

Source: Calculated by ERS using data from the Bureau of the Census.

FCS and Commercial Bank Rural Credit ers and rural communities would generally gain as a
Proposals group both from subsidies related to FCS activity and
from increased competition, but by less than the
This section addresses, in general terms, the advantaggfount of implicit and explicit subsidies incurred by
and disadvantages of proposals to expand FCS lendingcal, State, and Federal governments to expand FCS
authorities or change the rules governing commercial activity. Some subsidies accrue to lenders and some
bank access to wholesale FCS funds. will be a loss to society from diverting funds from

Each proposal can be viewed from many perspectivesmore. productlve, unsubsidized uses to less productive
subsidized uses.

as indicated in the Congressional mandate: the perspec-
tives of commercial banks, FCS institutions, rural bor- The discussion proceeds as follows: first, economic
rowers and communities, and the Federal Governmentosts and benefits of expanding FCS activity are dis-
are specifically addressed in appendix C of this report.cussed, including an enumeration of their sources. In
Here, the focus is on the costs and benefits from the examining costs and benefits, heavy reliance is placed
perspective of the Federal Government. As one mighton published research about government lending activi-
expect, proposals championed by either lender type ty, the activity of other GSE’s, and the performance of
favor that lender type, generally to the disadvantage othe U.S. commercial banking system. The performance
competing lenders. Rural (and other eligible) borrow- and structure of the FCS, differences in FCS and com-
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mercial bank taxation, and conclusions from earlier in ¢ agency status for GSE debt securities;
this report are also brought to bear. Next, the issue of
potential social benefits of expanded FCS activity is
discussed in the context of FCS performance in provid-
ing such benefits relative to the performance of other * Federal rather than State charters that preempt
GSE'’s along with the economic costs of providing State limitations on corporate activities.

social benefits through credit programs. Finally, over-
all conclusions are summarized.

* special tax preferences for GSE income and for
interest paid on GSE debt securities; and

Both commercial banks and FCS institutions receive

tax benefits. Here, the focus is on those tax benefits
FCS institutions receive beyond what is available to
commercial banks. In addition, some FCS institutions
Government-sponsored enterprises, including the FCSreceive benefits because they are organized as coopera-
receive a variety of benefits in exchange for enhancingives, which provides them with favorable tax treatment
credit flows to housing, education, agriculture and rurastemming from the deductibility for income tax purpos-
areas—economic sectors that were historically likely tees of certain distributions to owner-members. Of these
suffer from credit market failures (see box). These  benefits, the costs associated with agency status for
benefits derive from three principal characteristics: ~ GSE debt securities and tax preferences for GSE

Economic Costs of Expanding FCS Activity

cause

rally

rkets
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income have been estimated in the literature and are and Barry, 1984). Although Federal income tax rates
discussed below. Other benefits associated with FCS on corporations have decreased since 1984, this esti-
status as a GSE have not been quantified. mate is consistent with Federal income tax preferences
reported for the FCS as a whole in 1995 (Federal Farm
Credit Banks Funding Corporation, 1995). In that year,
Federal income tax benefits, including exemptions and
deductions related to cooperative status, were about 50
basis points per dollar loaned. This does not include
benefits from State and local tax exemptions.

The value of agency status for FCS’s debt securities
has been estimated at 50 to 75 basis points per year
each dollar borrowed (Lins and Barry, 1984). This is
consistent with more recent estimates of the value of
agency status on debt securities of the housing GSE’s
the Federal National Mortgage Association (Fannie

Mae) and the Federal Home Loan Mortgage Thus, on average, the value of benefits to FCS lenders
Corporation (Freddie Mac) (Congressional Budget is in the neighborhood of 100 basis points per year,
Office, 1996). with variation depending on the specific tax status of

Differences in taxation of the various tvpes of FCS FCS institutions involved in a particular loan. These
! titutions clom )I('c;;te disc s:\;/'orll éjf th%epse benefits AIIigures are appropriate for evaluating the cost of addi-
INStitut bl ISCUSSI 'S Allional FCs lending that would otherwise be undertaken

interest and principal paid on FCS debt securities is by lenders paying higher marginal tax rates, since dif-
exempt from taxation except for Federal income taxes.ferences in taxation between ECS and comioeting
In addition, some FCS institutions (Farm Credit BanksIenolers means that shifting lending activity from

and FCS associations that lend only for long-term reallenders that pay higher taxes on net income to FCS

fosrt?;‘;trg?]rtiz?i?t;;e eé;”;?gé%”}gi;ﬁggﬂg” ;;(gistlenders creates a budget loss to Federal, State, and local
for C i A ; itural Credit Bank (d I governments. However, if new FCS lending would not
?[L olgggra 'Ves’. tgrlcu uraf ”retl ;n i’?n a have otherwise been undertaken, the costs associated

0 e_r assoqa ions) are fully ax'a (.3’ ut, .aS COOBLith differences in taxation should not be counted as a
eratives, are entitled to deduct certain distributions to loss to the Federal Government

owner/borrowers, a substantial tax benefit. )

Complicating matters further. taxation is determined b Expanding direct FCS retail lending would entalil
omplicating matters further, taxation 1 ygreater costs than would expanding commercial bank
the tax status of the institution earning income and not

the nature of the loan. Thus. interest income from reachess to FCS wholesale funds. Both options would
© hature of the 1oan. us, ntail subsidies related to the agency status of FCS

ESt?te IE‘?”Z backg'd by a f'rhSt trr?or'i%age may ?.r :]n:;}]/ rll%ltebt securities. However, expanding direct FCS retall
pe tixal € ﬁpen '?r? o_?vtv € ir € afsolua][ot I 1r1ending could include more favorable income taxation
Ing the loan has authority to make non-reéal-estale loang y iy he retail and wholesale levels, while providing
as well. At the wholesale level, Farm Credit Banks ar

SWholesale FCS funding to commercial banks woul
tax exempt while Agricultural Credit Banks are not, olesale FCS funding to commercial banks wouild

: o ' only entail more favorable income taxation at the
despite the fact that both types of institutions provide y

funding for retail lending a ations. Thus. incom wholesale level. The maximum difference in costs
unding for retall lending associations. us, INCOME 1 1d be the amount of FCS benefits not directly asso-
from a real estate mortgage to eligible farmers, ranch-

ciated with the agency status of FCS debt securities.
ers, or rural homeowners may be taxable or tax exempt

at both the retail and wholesale levels. Income from aThe existence of these subsidies means that additional
non-real-estate loan is taxable at the retail level, but FCS activity creates a loss to the economy compared
may or may not be tax exempt at the wholesale level. with a competitive, unsubsidized market. This loss
Finally, income from loans to entities eligible to bor-  arises because the revenues provided through the sub-
row from Banks for Cooperatives is taxable. In any sidy, added to the amount additional borrowers pay
event, taxable income to FCS institutions is reduced tadirectly, is greater than their investment opportunities
the extent they make qualified distributions to their ~ would economically warrant.

wner rrowers. : . . . . .
owners/borrowers The preceding discussion strictly applies to a simple

The value of reduced taxation on exempt FCS institu- world where both borrowers and lenders know the rate
tions has been estimated at 50 to 80 basis points per of return of investment opportunities and whether loans
year on each dollar loaned by these institutions (Lins will be repaid. More realistically, neither borrowers
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nor lenders know with certainty the outcomes of tions to fund and control businesses similar to Small
financed investments while borrowers know more thanBusiness Investment Corporations or Community
lenders about the likelihood of loan repayment. If bor-Development Corporations, proposals to expand FCS
rowers have better information than lenders, GSE lendauthorities appear to address market opportunities
ing may aggravate problems associated with too manyrather than imperfections or failures. However, while
or too risky loans being made because of Federal subgvidence is strong that market failures are not perva-
dies (Carey, 1990). The costs associated with this typsive in rural financial markets, a substantial body of
of inefficient lending are in addition to the costs dis- economic research indicates that some imperfections
cussed above, but are much harder to quantify. exist. These imperfections include:

* losses of economic activity due to lenders’ exer-
cising market power (charging more and lending
less than would occur in competitive markets);

Economic Benefits of Expanding
FCS Activity

The existence of these costs does not mean that addi-
tional FCS lending can never produce net economic
benefits, however. If market imperfections exist, the
economy is already operating at less than full efficien- e« rationing or redlining financial services to some
cy. lItis possible under these circumstances that the creditworthy groups or activitieZ

gains from improving economic efficiency will more

than pay the cost of providing the FCS with subsidies s - ) )
for its additional activity. It is less clear that additional MProving economic performance. Economic benefits

FCS lending will ever be the most efficient approach tJrom reducing these imperfections arise from increases

improving rural credit market performance for reasons in financial/credit market activity, reductions in prevail-
discussed below. ing market prices, and expanding market services to

groups that have been subjected to redlining or credit
The following conditions have been cited as potential rationing for economically irrelevant reasons.

evidence of market failures in rural financial markets:
(1) lack of rural equity capital markets, (2) a shortage
of long-term debt capital, (3) reluctance or inability of
local financial institutions to provide start-up loans or
microenterprise loans, (4) difficulties in finding financ-

ing when size mismatches exist between the lending ) e )
institutions and borrowers, (5) credit rationing in areas Pressure. Their results indicate that direct losses from

where one or two industries dominate a local economy€ €xercise of market power range between 1 and 11
and limit lenders’ ability to diversify credit risks, (6)  Pasis points per year per dollar of total bank assets in
excessive variability of interest rates on similar loans Nighly concentrated markets, and that losses from inef-
across geographic markets, and (7) higher prices or f|C|_ent operations range between 15 and.64 basis
restricted loan volume in rural areas compared with points. These losses are measured relative to the perfor-
metropo”tan areas, presumably because Of IeSS Vigor_mance Of UnconcentratEd mark&SMedlan estimates

ous local competition or discrimination (Markley, no ~ Of total annual losses amount to $186 million from
date; Johnson’ 1963) GSE’S have been particularly pI’ICE‘ and quan|t|ty dlStOftIOﬂS and $37 b|”|0n from
Successful at m|t|gat|ng SUCh market Shortcomings as |neﬁ|C|enC|eS These IOSS eStImates inCIUde bOth UI’ban
(2), (5), and (6). GSE's have not focused on such mar@nd rural markets as well as losses from lending and
ket failures as (1) or (3). Finally, GSE’s have had

mixed results in addressing (4) and (7) 20 credit rationing refers to a situation where some borrowers receive loans

, ) and indistinguishable borrowers do not. Redlining refers to a situation
Although GSE's were designed to address market where a set of borrowers defined by geographic location, type of business,

imperfections, recent proposals to expand FCS author race, or other characteristics are totally denied access to credit.
ties have not been directed at specific market failures. 21 Berger and Hannan (1994) use the Department of Justice characteriza-

. . . . tion of markets with Herfindahl indices above .18 as highly concentrated
With the exception of a proposal to allow FCS institu- 4nq jess than .10 as unconcentrated. o

* lenders operating less efficiently than they would
need to in more competitive markets; and

Each of these imperfections presents the possibility of

Berger and Hannan (1994) estimate the magnitude of
losses from bankers charging higher prices and provid-
ing fewer financial services (including lending and
deposit accounts) in concentrated markets and from
operating less efficiently due to lack of competitive
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deposit-taking activities. Losses associated with rural funding would finance economic activity that
lending activities would be a relatively small fraction would not otherwise occur; and
of total losses because, although more rural than urban
markets are highly concentrated, the dollar amounts in
urban markets are greater. Similarly, deposit markets
involve greater dollar amounts than loan markets, espe-
cially in rural markets where loan-to-deposit ratios are
lower. Although Gale (1991) develops a framework Magnitude of economic losses from imperfections in
for simulating the net effects of credit rationing or markets that additional FCS activity is likely to
redlining, he does not develop separate estimates of address Although the vast majority of rural banking
costs and benefits comparable to others cited here. markets are highly concentrated, it is less clear that
additional FCS activity would significantly improve
Economic Costs Outweigh Benefits market performance. This uncertainty stems from sev-
eral characteristics of the FCS and the specific propos-
Imperfections continue to exist in rural and urban cred-als under consideration:
it markets. Expansion of FCS powers could benefit
rural and national economic growth and would be con-
sistent with historical precedent. Such benefits can be
weighed against their costs. On a national scale, the  + FCS lenders serve niche markets and proposals for
characteristics of the FCS make it unlikely that expand-  expanded powers are generally targeted at narrow
ing its activity at either the retail or wholesale level niches consistent with existing authority;
would substantially improve market structure or perfor-
mance. The cost of expanding FCS activity is about

* the extent to which additional activity would oth-
erwise be undertaken by commercial banks or
other lenders without receiving GSE-related or
cooperative-related benefits.

« specific proposals are not targeted toward reducing
market imperfections;

* FCS lenders are generally granted exclusive terri-

. . tories; and
100 basis points per year per dollar loaféd.
However, for benefits to accrue, Berger and Hannan * FCS capitalization practices and regulations tend
(1994) indicate that market concentration must be to limit the rate of growth of new activity.

red_uced to a_IeveI equwaler_lt to 10 qua”y S'Z.ed Com_These characteristics reduce the likelihood that expand-
petitors. While the economic costs of increasing FCS .

: . ing FCS direct lending authority would have a substan-
wholesale lending to commercial banks would be less . 3. .
L . . : tial impact on market concentration or performance.
than expanding its retail lending, doing so would have .
. . Under current law and regulation that allocates exclu-
less potential impact on market concentration and per-_. o .
) . iated]Ve territories to most FCS lenders, expansion of FCS
formance since no new competitors need be associate . , o
. o authority usually introduces at most one additional
with such activity. J :
competitor in each submarket. That competitor may, at
In evaluating the relative magnitudes of the costs and times, be limited in its shortrun ability to respond to
benefits of additional FCS lending activity, important increases in economically viable demand for loans. In
factors include: addition, proposals to expand authority are generally
limited to small parts of most local economies.
%imilarly, expanded FCS wholesale activity limited to

existing retail competitors would do little to change the
« the extent to which lending currently provided by performance of rural banking markets.
less subsidized lenders would shift to the FCS an
the extent to which additional FCS lending or

« the economic losses from imperfections in market
that additional FCS activity is likely to address;

(It—'or changes in FCS authority to provide greater public
benefits, exclusive FCS territories would have to be
eliminated and operating procedures reviewed to
enhance incentives for FCS lenders to compete both
22 ps of September 30, 1996, the FCS had more debt securities outstandirg/ith each other and with other providers of rural credit.
than loans. Therefore, the cost of expanding FCS activity includes 50 basigEgr |gcal economies to benefit to the fullest extent pos-

points from GSE-funding related advantages and 50 basis points from tax . . . . .
advantages. sible from FCS lending, capitalization regulations and
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policies need to be flexible enough to allow FCS insti- Many such changes have occurred in recent years

tutions to respond to changes in market demand. including:
Magnitudes of shifting (crowding out) from other » technological and regulatory changes in telecom-
sources or addition of new activity funded directly or munications;

indirectly through the FCSFor economic benefits to
accrue from expanded FCS activity, some competi-
tors—though not necessarily FCS lenders—must
finance activity that is currently not financed. If lend- « reductions in geographic restrictions on bank
ing shifts from existing competitors to FCS lenders, activity;

even if at a lower price, no net gains accrue to the
economy—FCS lenders and borrowers gain at the
expense of taxpayers and competitors. This kind of

shift in financial activity is called CrOWding out and . deve|0pment of credit Scoring and other low-cost

provides no economic benefits on its own. If FCS techniques for analyzing small loan requests; and
lenders or others provide financial services to previous-

ly unserved or underserved borrowers or operate more * the proportionate shift of savings from insured
efficiently, then economic benefits accrue to the econo-  institutions to mutual funds.

my. This is true even if the additional lending by the  Fegeral and State laws and regulations have long been
FCS is to customers that were already being served ag, important source of obstacles to competition in local
long as other lenders serve new clientele. financial markets. For example, the structure of direct

The degree to which subsidized activity serves new Federal and State programs, GSE charters, and banking
borrowers or existing borrowers is important in deter- laws have encouraged the segmentation of agricultural,
mining its economic impacts. Gale (1991) in a study housing, and business loan markets. Various barriers
of the efficiency effects of Federal credit programs ~ @nd competitive advantages—including subsidies, capi-
found that target groups often experience large gains, talization rules, local physical presence, and organiza-
but because programs affect both target groups and tional structures—sustain this segmentation. Policies
groups that would otherwise be served (and because e reduce these artificial barriers to market competition
societal benefits accrue from subsidizing the latter ~ @re 1ess costly, and likely more effective in enhancing
group), such programs are seldom cost effective. competition, than would be changes in FCS authorities.
Given the conservative operating practices documented _ _ o

for FCS lenders in recent years (see appendix A), it is Social Benefits of Expanding FCS Activity

likely that most additional FCS direct lending would gOCongress often charges GSE's with pursuing social

to borrowers that are already served. It is uncertain togoals beyond those of enhancing market efficiency in

what extent competing lenders would then expand theffgy iy for the benefits of their Federal charters. For
market penetration or improve their efficiency to com- o, ample GSE's are often required to provide benefits
pensate. Again, however, FCS competition would be . g6 ific groups, not just the most profitable market
limited to particular authorized niches that tend to be segments within their granted authority. Social objec-
relatively small parts of most local economies. tives are encouraged by targeting a portion of a GSE's
Alternatives to improve market performance without business activity to segments of the population that are
providing GSE-related or cooperative-related benefits thought to be underserved by private sector credit mar-
Whether or not expanded FCS lending could improve kets. Underserved markets are typically defined by
market outcome sufficiently to justify the direct and ~ income class or geography (see box on targeting
indirect costs, the possibility also exists that less costlyequirements of housing GSE'’s).

changes could improve rural financial market _Like the housing GSE's, the FCS serves to enhance
performance. Such changes might focus on reducing o credit market efficiency and to help meet social

the cost of servicing or entering small isolated marketsgoals_ The Farm Credit Act of 1971 directs the FCS to
improve the income and well-being of American farm-

* increasing Internet use and improvements to
Internet security;

* reductions in restrictions of nonbanking activity
by banks and bank holding companies;
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ers and ranchers by furnishing sound, adequate, and Proposals to expand FCS lending authority or commer-
constructive credit, and closely related services to cial bank access to FCS funds make no mention of tar-
them, their cooperatives, and to selected farm-related geting underserved areas or populations.

businesses.

Compared with the housmg GSE's, the FCS has Only 23The 1971 Act directs each FCS association to develop and operate credit
the general and unenforceable targeting requirement programs to serve young, beginning, and small farmers. But, the statute

that it serve all creditworthy farmers and rural resi- does not establish goals for lending to these groups nor does it provide the
FCA with the explicit authority to establish such goals. Available data on

dents, and not Just the most prOfltabIe segments of thebeginning farmers suggests that the FCS is a relatively minor provider of
credit market. For farm lending, both full- and part-  credit to them despite its mandate (Koenig and Dodson, 1995). Each FCS

time farm operators as well as landlords are eIigibIe district bank is required to provide FCA with an annual report summarizing
the operation and achievement of programs serving these young, beginning,

FCS borrowers. No restrictions are placed on the 10arand small farmers within its district. FCA provides an overview of the pro-
amounts to borrowers beyond those related to Safety grams in its annual report. Examination of FCB annual reports submitted to

. the FCA revealed that most of these reports lack sufficient detail to properly
and soundness, nor are there tests for income or weal assess FCS's efforts in lending to these farm borrowers (Farm Credit

Borrowed loan funds can be used for farm and for noneanks). Some districts take both the reporting and targeting more seriously
farm purposegg FCS Iending for rural housing pur- with formal programs and the monitoring of progress evident. For other

; - ] districts, both the reporting and the program objectives appear to be low pri-
poses is more clearly defined (see appendix C). orities.
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No data are kept on FCS loan applicants who are Table 6—Income and poverty in urban and rural
denied credit, including young, beginning, or small counties _ ' '
farmers targeted for special assistance. The minimal To _pe cost effective, programs concerned with credit afford-
public-purpose-related reporting requirements for agri-22L-should be targeted. oy
culture and rural loans in general, are in contrast to th¢gconomic indicators Urban _ Rural Poverty
housing mortgage market and to urban lending. The

Home Mortgage Disclosure Act of 1975 (HMDA),as 7~ Dollars------
amended, requires most for-profit housing lenders to Earnings per job 29,793 21,520 20,313
report extensively on all home loan applications to ~ Per capita income 22,898 16,982 14,266
Federal authorities. Housing GSE's are requiredto Percent------
report separately to the Department of Housing and _
. Poverty rate for:
Urban Development (HUD). FCS rural home lending  pegigents 121 171 287
is exempt from HMDA reporting. In urban credit mar- Families 91 133 234
kets, banks and thrifts must comply with the _
Community Reinvestment Act of 1977 which mandatesHomeownership rate 621 725 725
Homeowners in mobile homes 6.9 15.6 20.9

reporting intended to document that creditworthy bor-
rowers in all communities, espeually low- and moder- Source: Calculated by ERS using 1994 earnings and income data
ate-income areas, have access to credit and banking from the Bureau of Economic Analysis, 1990 poverty data from the
services Targeting underserved markets. such as |0W1990 Census of Population, and 1990 homeownership data from the
) ) . ! . 1990 Census of Housing.

income rural credit markets, does not come without

economic costs.

ly to be cost effective unless credit problems are wide-

. . . spread.
Costs Likely To Outweigh Social

Benefits As Well Based on per capita income and earnings per job, rural
) ) i i . . .areas could generally benefit from additional economic

Mgasgrl'ng the soqal bene_flts of increased credit aCt'V'bpportunities (table 6). Some rural communities lag

ty is difficult. Social benefits accrue when targeted o pqtanially in economic growth and development.

groups gain access to financing that would otherwise t example, incomes are relatively low and poverty is

be unavailable to them, and when they are able 0 Useijespread in the 535 counties which ERS categorizes
this access constructively. Often nonfinancial factors being “persistent poverty” areas. However, no evi-

such as knowledge, skills, abilities, and access t0 Margence exists that lack of credit availability in these

kets for other inputs and for production determine if ;055 is the primary barrier to improved economic per-
benefits accrue. If other factors are important in deter;g - ance

mining the income and wealth of targeted groups,
merely expanding access to financing is unlikely to ~ Both the FCS and the housing GSE's have a mixed
alleviate social concerns. record of achieving social goals. Groups targeted for

] ) ) ) direct Federal lending often experience large gains, but
Targeted credit can increase economic costs if the tar-p,.5,,se programs affect both target groups and groups
geting carries a substantial degree of subsidy and doeg, o \would otherwise be served, such programs are not
not counter market imperfections. Subsidies distort the  «; affective (Gale, 1991). Direct Federal lending pro-
financial incentives of the targeted population, reduce grams are more successful at targeting designated
the efficient allocation of credit by lenders, and threat- groups than are GSE's (U.S. Department of the
en the viability of financial institutions. Nevertheless, Treasury, 1996; Dodson, 1996). Combined, these
targeting can bestow economic benefits to groups not ,,qerations indicate that GSE lending is unlikely to

served competitively by private credit markets because. effectively provide social benefits
of noneconomic factors, such as location or discrimina-

tion. To be cost effective, social benefits need to be
targeted toward those who need and can benefit from
additional credit. Broadly targeted assistance is unlike-

32  Credit in Rural America Economic Research Service/lUSDA



Conclusion changes sufficiently encourage new retail-level compe-

. . . tition to improve overall market performance.
This study has failed to uncover any evidence that seri- P P

ous market failures are either endemic to or epidemic
in rural areas. Nonetheless, based on the structure of
rural credit markets and anecdotal evidence, it is likelyAleem, I.,Information, Uncertainty, and Rural Credit
that market imperfections persist in many rural areas. Markets in PakistanPh.D. Thesis, Oxford University,
This leaves open the possibility that Federal action ~ Oxford, U.K., 1985,

could improve market outcomes and foster greater €COtmerican Bankers Associatioh996 ABA Farm Credit

nomic growth in rural America. In this section, the  sjwation Survey: Preliminary Resyl#/ashington, DC,
costs and benefits of policy changes that expand retailoct. 1996.

or wholesale FCS lending activities have been exam-
ined. The policy options examined here, with one
exception, are not targeted toward remediating market
shortcomings; rather, they focus on perceived market
opportunities (in the case of most proposals to expandBerger, A., and Hannan, Trhe Efficiency Cost of Market
FCS retail lending authority) or on perceived funding Power in the Banking Ind_ustry: A Test of the.‘Quie_‘t Life’_
disadvantages (in the case of the proposal for expanddfd Related HypotheseFinance and Economics Discussion
wholesale access to FCS funds) of current commerciaﬁggg:a?‘;ei%rv\;vf;'?egr?nl’ggi' Board of Governors of the
competitors. The one policy option that is directly ’ '

related to a credible market shortcoming is the propos#&erger, A.N., and Humphrey, D.B., “Megamergers in
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